


































































































































Part Two: In-Lieu Tax on Racehorses

exist under the regular property tax. For ex
ample:

• The program permits all young·horses
registered with one of the five earlier
mentioned equine organizations to qual
ify for special tax treatment -- even if their
owners neitherrace themnor evenintend
to ever race them or their foals (as in the
case ofexpensive Arabianshowhorses)-
yet does not give this same tax break to
other nonracing horse breeds, like Mor
gans or Tennessee Walking Horses.

• Regarding older horses, the program's
eligibility requirements are so loose that
theymake it possible for horses who have
little ifany regular involvement in racing
activities to get the tax break, even
though the break really is intended for
racing horses. For instance, an older
horse can qualify for the tax break even if
it (1) races as infrequently as once every
two years, or (2) never has any of its prog
eny actually "make it" to the track, so
long as it has been bred within the past
two years with the "intent" to produce
racehorses.

As an example, an expensive Arabian stal
lion used to produce high-quality show
~o~ses can get the tax break as long as it runs
ill Just one race every other year. The owner of
such a horse has a strongfinancial incentive to
establish the animal as "racing stock" given
the potential tax benefits involved under the
program -- on average about $300 to $600
annually in the case of California Arabians.
Given the very minimal racing requirement
for eligibility and the difficulty county asses
sors have in disproving breeders' claims
about the~ "intent" to produce racehorses,
the potentIal for abuses and inequities under
this program is considerable. Ifthe program is
continued, this problem can be addressed by
tightening up its eligibility requirements.
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Cost-effectiveness in terms of the
tax-incentive rationale

The key issue here involves the extent to
which this program encourages the breeding,
boardingand trainingofracehorses inCalifor
nia, and the associated positive impacts ofthis
on the state's economy. These effects depend
primarily on two factors:

• The degree to which the program in
creases the economic returns realized by
taxpayers who invest in racehorses; and

• The effect that these increased invest
ment returns have on the ability of horse
related enterprises to profitably operate,
and to choose to locate in California in
stead of in other states.

Investment returns are modestly increased

The effect of the in-lieu tax on the economic
returns to horse owners and investors de
pends on a variety of factors, including a
ho~se's income from racing or stud fees, its
mamtenance costs, and its current market
value. Because these factors differ so much
from one horse to another, it is next to impos
sible to define a "typical" horse which can be
used to portray the effects of thein-lieu tax on
horses generally, Rather, the program's ef
fects depend on the specific characteristics of
each individual racehorse. As an illustration:

• Suppose that an investor purchases a
top-quality racing horse for $1 million.
The horse earns $200,000 annually in
purse money and generates a net invest
ment return after expenses of 15 percent
($150,000) per year. Table 17 shows that
the in-lieu tax on this horse is $150,
whereas a 1 percent ad valoremproperty
tax would amount to $10,000. Thus, this
program increases the horse's annual
investment return by $9,850, or about 1
percentage point (that is, from 14 percent
to about 15 percent).



• Alternatively, take the case of a lesser
quality horse worth $50,000 with a more
marginal earnings potential of $10,000
annually in purse money and a 5 percent
($2,500) net investment return per year.
Table 17shows that the in-lieu tax on this
horse would only be $40, which would
represent a tax savings of $460 and an
increase in the annual rate of return of
about 0.9 percentage points (from 4.1
percent to 5 percent).

Effects of the tax break on the economy are
unknown

There is no question that the increased in
vestment returns to horse owners from the in
lieu tax promote the financial health of the
horse racing industry in California, both by
increasing the number of horse-related busi
nesses that can profitably operate, and dis
couraging the relocation of certain horse-re-
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lated activities, such as breeding, boarding
and training, from California to other states.
The latter effect is especially pronounced be
cause most other major horse racing states
effectively exempt horses from property taxa
tion.

Because of data limitations, however, we
have been unable to actually quantify the
extent to which the in-lieu tax has increased
the number of horses located in California, as
opposed to simply giving "windfall benefits"
to horse owners who would be in business in
California even if the in-lieu tax break did not
exist. Consequently, although the program
undoubtedly has provided at least some
stimulus to economic activity, we cannot say
whether the value of this increased economic
activity is greater or less than the property tax
revenues given up to provide the program, or
thus whether the program is cost-effective
from a tax-incentive standpoint.

Summary and Recommendations

Our analysis'of thein-lieu tax expenditure
program for racehorses indicates that the pro
gram:

• Results in local property tax revenue
losses in the millions of dollars annually,
along with unknown though significant
costs to the state for school apportion
ments.

• Potentially offers certain administrative
advantages as an alternative to the ad
valorem property tax, but also currently
suffers from a number of administrative
problems and shortcomings.

• In its current form, creates certain types
of tax inequities, primarilybecause certain
horses can qualify for the program that
are not really involved in racing-related
activities. For example, it is possible for
expensive Arabian show horses to re
ceive significant tax breaks.

• Increases modestly the rate of return to
the owners ofmost horses that qualifyfor

the program, and thus has some positive
impact in terms of promoting the breed
ing, boarding and training of racehorses
in California. However, the program also
results in windfall benefits to many horse
owners whose behavior is unaffected by
it. There are no reliable data to determine
whether the program's economic bene
fits are greater or less than the revenues
given up to provide the program. Thus,
whether or not the program iscost-effec
tive as a tax incentive is unknown.

What Should the Legislature Do
About This Program?

Given the above findings, we believe that
there are two keyquestions facing the Legisla
ture regarding this program:

• First; should the in-lieu tax continue to
be used in place of levying the regular
property tax on racehorses? We have no
analytical basis for recommending that
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the in-lieu tax itself be abolished, given
the potential administrative advantages
it offers. However, should the Legisla
ture retain this program, the current ad
ministrative problems and tax inequities
associated with the in-lieu tax need to be
addressed.

• Second, at what levels should the in-lieu
tax rates be set? Even if the in-lieu ap
proach to taxing horses is retained on
administrative grounds, the question
still remains of whether horse owners
should beallowed to pay less taxes under
the in-lieu tax schedule than they would
under the regular property tax, and if so,
how large a tax break should be allowed.
This is essentiallya tax policy issue for the
Legislature to decide, given that reliable
data are unavailable to measure how
cost-effective the current tax break is as a
tax incentive to stimulate economicactiv
ity in California.

Recommendations
Given the above, our recommendations

regarding this program are as follows:
• First, providing that the Legislature de

cides to retain the in-lieu approach to
taxing horses, we recommend that the
Legislature consider "tightening up" the
program's eligibility requirements re
garding older horses. Specifically, the
Legislature may wish to limit the ability
of older nonrace horses, such as Arabian
show horses, to receive tax breaks. For
example, the Legislature might want to
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consider requiring horses to participate
in horse races more frequently than once
every two years, and defining more spe
cifically what it means to breed horses
"with the intent" of producing racing
stock.

• Second, we recommend that the Legisla
ture review the state's policy of auto
matically allowing the owners of
younger horses to receive tax breaks re
gardless of whether a horse is currently
involved, or ever will be involved in the
future, in racing-related activities. Spe
cifically,as with older horses, theLegisla
ture may wish to restrict younger horses
not involved in racing-related activities
from getting tax breaks.

• Third, we recommend that the Legisla
ture review the in-lieu tax schedule itself.
The tax rates contained in the in-lieu
schedule have not been reviewed since
the tax was first established 17 years ago.
The purpose of the review should be to
determine whether the taxes paid by
qualifying horses are set at appropriate
levels. For example, the Legislature may
want to adjust the tax rates upward to
account for inflation. Or, given the lackof
evidence about whether or not the cur
rent tax break is a cost-effective tax incen
tive, the Legislature may want to con
sider such options as making the in-lieu
tax assessments more in line with those
whichthead valorem propertytax would
otherwise generate. +
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Review of the Partial Property Tax

Exemption for Land Under a Wildlife

Habitat Contract

This tax expenditure program provides
what amounts to a partial exemption from
local property taxes for certain lands which
are restricted to wildlifehabitatuses. Itaccom
plishes this by providing a special alternative
method ofdetermining the assessed values of
such properties. To the extentthat this alterna
tive assessment method lowers a property's
assessed value, it also reduces the local prop
erty taxes that its owners must pay.

Although the program results in reduced
revenues only at the localgovernment level, it
does impose a state cost. This is because it
increases the amount of school apportion
ments that the state must provide to local
school districts in order to replace these fore
gone local tax revenues.

Statutory Authorization and Legislative History

This program is authorized by Sections 421 lished in 1973 by Chapter 1165, and became
(f), 422 (e) and 423.7 ofthe California Revenue effective on January 1, 1974.
and Taxation Code. The program was estab-

Description of Provisions
As noted above, this program provides a

partial exemption from the property tax to
certain qualifying property that is legally re
strictedfor use as a wildlife habitat. In order to
qualify for the program, the property must be
subject to a contract with a state or federal
agency limiting the use of the land for 10 or
more years to habitat for native or migratory
wildlife, or as native pasture. In addition, the
propertymust comprise at least 150 acres, and
mustbe eligible to receive water for waterfowl

or waterfowl management purposes from the
federal government. The only properties that
meet these qualifications are a number of pri
vate duck-hunting clubs located within the
Grasslands Water District in Merced County.

Tax Treatment Under the Program
The special method of valuing qualifying

duck-club property for tax purposes under
this program allows property values to be
based on the average per-acre sales price of
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corporate stock or membership shares in a
duck club. For example, if a 50-acre share in a
club sells on average for $5,000, then this
program would value the propertyat $100 per
acre. The county assessor would then com
pare this assessed value with the assessed
value that would result under ordinary as
sessment practices (see below), and the prop
erty tax would be levied on the lower of these
two values.

Tax Treatment in the Program's
Absence

In the absence of this program, qualifying
wildlife habitat property in Merced County
would be treated the same for property tax
purposes as other property generally. Specifi
cally, under current law the property tax
would be based on the lesser of:

• The Proposition 13 Ubase-year value" of
the property. SectionXIIIA ofthe Califor
nia Constitution generally defines a
property's Ubase-year value" as the as
sessor's valuation of the property as
shown on the 1975-76 tax bill. This value
is then adjusted annually by the rate of
inflation, up to a maximum of 2 percent
per year. The base-year value can be in
creased to reflect a property's current fair
market value onlywhen there is a change
of ownership, or to the extent that new
construction increases a property's fair
market value.

• The current ufull cash value"ofthe prop
erty. California Revenue and Taxation
Code Section 110 defines "full cash
value" (a term equivalent to fair market
value) as the price the property would
bring if it was offered for sale on the open
market. The county assessor generally
determines the full cash value of the
property based on sales of comparable
properties. (A property's current full
cash value can be less than its Proposition
13 base-year value if agricultural prop
erty values have become depressed, due
to such factors as depressed farm prices,
surplus inventories of agricultural pro-
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duction that limit the ability to market
farm products, and environmental and
weather problems that reduce agricul
tural production yields.)

Treatment of Duck Clubs in
Williamson Act Counties

Although waterfowl habitat lands outside
of the Grasslands Water District in Merced
County do not qualify under this program,
those lands located in other counties may
qualify for a partial property tax exemption
under the California Land Conservation Act
(CLCA, also known as the Williamson Act or
Open Space program). This program, enacted
in 1965, provides a partial property tax ex
emption for certain agricultural and open
space lands. It is only available in counties
which have passed an ordinance making the
program operative. (Merced County does not
participate in the program, so that habitat
lands located there are not eligible for CLCA
benefits.) To qualify for the CLCA program,
the owner must voluntarily enter into a con
tract with the city orcounty in whose jurisdic
tion the property is located. Thiscontractmust
limit the use of the land to open-space or
agricultural purposes. The land is then as
sessed based on its restricted use value, which
is based on the property's anticipated future
income from this restricted use.

At the current time, 48 counties participate
in the CLCA. Duckclub owners in these coun
ties have the option to enter into a restrictive
use contract in order to receive the property
tax benefits offered under CLCA. In fact,
many duck clubs do receive a property tax
benefit under CLCA.

Duck clubs that are not located in CLCA
counties, including those in Merced County,
cannot qualify for the CLCA tax benefit. As a
practical matter, the partial property tax ex
emption we are reviewing here was "tai
lored" to the Grasslands duckclubs in Merced
County so as to allow them to get a tax break
similar to that provided for duck clubs in
CLCA counties.



Rationale for the Program
This program's rationale is not specified in

statute. However, our review of bill analyses
and other documents dating back to the pro
gram's enactment indicates that the pro
gram's primary rationale was to provide an
incentive for private duck club owners to
maintain their land as wildlife habitat. The
program attempts to do this by reducing the
owners' cost of maintaining the property as a
waterfowl refuge,by reducingproperty taxes.

The Argument for Promoting
Waterfowl Refuges

Program proponents point out that Califor
nia lies along the Pacific Flyway, which is one
of the most important waterfowl flyways on
the American continent. These proponents
argue that it is important to maintain resting,
feeding and wintering grounds for the more
than eight million waterfowl that migrate
through or winter in California. Proponents
further point out that over 90 percent of Cali
fornia's original two to five million acres of
natural wetlands have been converted to
otheruses. Thus, it is argued that the state and
federal governments should actively promote
waterfowl habitat conservation to ensure that
adequate wetlands are available along the
Pacific Flyway.

Most Habitat Lands Are Private and
Thus Subject to Property Taxes

Of the 300,000 acres of waterfowl habitat
remaining in California, approximately
200,000 acres are in Brivate hands and are
generally used for private hunting clubs. As
private realproperty, these clubsare subjectto
property taxes. The hunting clubs typically
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are owned by shareholders who pay an· an
nual fee to cover the costs of property mainte
nance, including property taxes. According to
industry sources, the costs to private owners
of maintaining wetlands suitable for winter
ing waterfowl are in the range of approxi
mately $50 to $100 per acre in Merced County.
These maintenance costs include the costs of
water, the cultivation of waterfowl feeding
crops, and other costs such as facility upkeep,
insurance and local property taxes.

It is argued that, as these maintenance costs
increase over time, shareholders who are
unwilling to pay those costs may seek to sell
their club ownership shares. Should this hap
pen, it is possible that the land willbeacquired
by farming interests and be converted to agri
cultural uses. Another possibility for clubs
whose members become unwilling or unable
tobear the costs ofmaintainingtheclub would
beto simplystopcultivatingthe landas water
fowl habitat. In either case -- whether the land
is sold for farming or allowed to lie fallow -
the land would not as effectively serve the
needs of wintering or migrating waterfowl.

By Reducing Taxes, the Program
Can Reduce Maintenance Costs

As noted above, property taxes are one
component of the maintenance expenses that
duck club owners must pay if they are to
remain in business. This program seeks, by
reducing these property taxes, to reduce the
maintenance costs associated with duck clubs
and thereby provide an incentive for private
huntingclub owners to maintain theirlandsas
waterfowl habitat.
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Evaluation of the Program
This section provides ouranalysis of this tax

expenditure program. It first describes the
extent to which the program has been used
and summarizes the program's costs, both in
terms of foregone local property tax revenues
and the increased state school apportionment
costs which are thereby generated. It then
evaluates whether or not the program's prop
erty tax incentives have encouraged the pres
ervation of waterfowl habitat in a cost-effec
tive manner. In preparing this analysis we
have relied on information from a variety of
sources, including the California Board of
Equalization, the Merced County Assessor's
Office, the U.S. Fish and Wildlife Service
(USFW), the California Department of Fish
and Game, the Grasslands Water District, the
U.S. SoilConservationServiceand theCalifor
nia Waterfowl Association.

Findings Regarding Revenue Losses
and State Costs

At the time this program was enacted in
1973, the Merced County Assessor's Office
estimated that it would reduce local property
tax revenues by approximately $150,000 an
nually. Table 18 indicates that the program's
costs have fallen drastically since that time,
and that the property tax revenue losses at
tributable to it in recent years are very minor.
For example, the table shows that the local
property tax reductions caused by this pro
gram during the past several years appear to
have ranged between about $10,000 to $20,000
annually. About 40 percent of this loss repre
sents a cost to the state, which under current
law must give increased school apportion
ments to MercedCountybecauseofthe reduc
tion in the county's property tax base caused
bytheTEP.

Table 18
Effects of Ch 1165/73 on Assessed Values Property

Tax Liabilities, and Government Revenue~and Costs
1985·86 through 1987-88a

1985-86 1986-87 1987-88

Reduction in Assessed Values $1,463,490 $1,021,773 $2,051,096
Reduction in Property Taxes 15,843 10,810 21,000
Net Local Cost 9,697 6,519 13,085
Net State Cost 6,146 4,291 8,615

• Source: Merced ~l?untyAssessor's Office. TheMerced Countyproperty taxrate equals aboutl.058percentfor the three ears shown andincludes
a tax levy for retiring voter-approved debt. The state cost shown reflects increased school apportionments to Merced ~unty. '

Thelowlevel oftaxbenefits producedbythe
program is attributable to the following four
factors:

• First, due to the passage of Proposition
13, Merced County's current average
property tax rate (about 1.06 percent) is
considerably lower than its average
property tax rate at the time the program
was enacted (2.5 percent).
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• Second, the property upon which the
affected duck clubs are situated does not
change ownership very frequently. As
noted earlier, in theabsence ofa change in
ownership, growth in the "base-year
value" of property is limited to 2 percent
annually. As a consequence, the ''base
year value" of many duck clubs is
actually lower than the reduced value
offered under this program. As a result,



some duck clubs do not "come out
ahead" under this program, and thus do
not use it.

• Third, the depression in agricultural val
ues in recent years has resulted in a situ
ation where the current fair market value
of many clubs is lower than either their
Proposition 13 "base-year value" or the
reduced value allowed under this pro
gram. This again means that not all duck
clubs would benefit under this TEP.

• Fourth, the USFW operates a conserva
tion easement program in the Grasslands
Water District. Under this program, per
petual easements are purchased on a
willing-seller basis from waterfowl habi
tat owners in the Grasslands Water Dis
trictarea. To comply with the stipulations
of the easement, the landowner cannot
alter the landinany way that is detrimen
tal to waterfowl use. In addition, USFW
retains the right to apply water to the
land, if necessary. Landowners partici
pating in the programmaysell their land,
but the easement applies to the new
owner. The USFW has purchased ease
ments on 28,000 acres in and around the
Grasslands District. Since these proper
ties are assessed based on their value in
the restricted use, we have no reason to
believe that they would benefit from the
partial tax exemption for wildlife habitat
provided by the tax expenditure pro
gram.

Distribution of Benefits Under the
Program

Regarding the distribution of tax benefits
under the program, our research indicates
that:

• There were 151 duck clubs in Merced
County that were qualified to participate
in this program during 1987-88.

• Of these 151 clubs, tax data from the
Merced County Assessor indicates that
only 20 clubs actually were participating
in the program and receiving tax benefits
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under it during 1987-88.
• Three duck clubs received 50 percent of

the total benefits accruing to these 20
participating clubs.

Thus, this program benefits a very small
number of organizations to begin with, and
half of its dollar benefits in 1987-88 were con
centrated in only three duck clubs.

Findings Regarding Cost
Effectiveness of the Program

The major criterion we use in evaluating the
merits of a tax expenditure program is
whether it has achieved its stated objectives
(which in this case involves encouraging land
owners to maintain their land as waterfowl
habitat) in the most cost-effective manner.
That is, has the program achieved its objec
tives and done so less expensively than could
be accomplished using other strategies for
waterfowl habitat conservation? Given this
criterion, the central issues associated with
this particular program are (1) the extent to
which the program results in the preservation
of waterfowl wintering grounds and (2)
whether the samelevel ofhabitat preservation
could be achieved using some other means at
a cost lower than the amount of property tax
revenues lost through this program.

How Has the Program Affected
Costs of Maintaining Wildlife
Habitat?

Our analysis of tax data from the Merced
County Assessor's Office indicates that, in
1987-88, this program resulted in average tax
savings of approximately $4.00 per acre.
These savings are equivalent to about 4 per
cent to 8 percent of the total per-acre costs of
maintaining wetlands. However, ouranalysis
also indicates that the per-acre tax savings
varied considerably from one parcel to an
other, from a low of $0.05 per acre to a high of
$9.39 per acre. The higher per-acre benefits
tend to accrue to property which has recently
changed hands, and thus has a higher "base
year value" for tax assessmentpurposes.
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What Effects Have These Cost
Savings Had?

The key question here ~: What effect, ifany,
do tax savings of these magnitudes have on
wildlife habitat land-use decisions?

Unfortunately, due to data limitations, it is
difficult to answer this question and evaluate
whether these savings have been effective in
inducing wildlife habitat property own~rs to
maintain their current land use. Accordmg to
the U.S. Fish and Wildlife Service, between
2,000 and 3,000 acres in the Grasslands Water
Districthavebeenconvertedfrom wetlands to
agricultural use since 1971..Unfortunately,
however, it cannot be determIned how much
of this conversion occurred prior to 1974when
the program went into effect. Furthermore, it
cannot be determined how much land would
have been converted in the absence of this
program. A number of factors .contri?ute to
decisions concerning land use, mc1udmg the
relative value of the land for hunting versus
agricultural purposes, and the preferences of
property owners for land preservatio~..The
relative effects of these factors on deCISIOns
about using land that has qualified under this
program in unknown.

The Program's Current Effects on
Land Use Probably Are Limited

Despite the above uncertainties, in ourjudg
ment it is unlikely that this program currently
is having any significant impacts on land use
decisions. This is not to say that certain prop
erties have not been affected, but rather that
these cases are probably relatively limited.
The main reason for this involves the alterna
tive uses available for the lands involved.

Alternative agricultural uses for
Grasslands properties are limited

Agricultural experts have indic~te~ t~ us
that land in the Grasslands Water DIStrict IS of
limited value for agricultural purposes. This is
because this land is generally too salty and
uneven to be cultivated profitably. In order to
convert such land to agricultural uses, it is
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necessary for the property owner todr~ t.he
land, flatten it, and then treat the soil WIth
gypsum to remove salt dep~sits. Even then,
the land is generally only SUItable for lower
valued crops such as alfalfa or beets. Further
more, there is limited water available for most
such property. In order to receive water from
the Grasslands Water District, the land must
be used as a waterfowl habitat. Although
drain water is available, this water tends to
contain high concentrations of salts and con
taminants. Finally, alternative fresh water
sources are extremely expensive.

Given these limitations on land use and the
current softness in agricultural land values,
the highest and best use of Grasslands prop
erty appears to be for waterfowl hunting. In
fact, the GrasslandsWaterDistrict reports that
some of its acreage currently is being con
verted back from agricultural use to wetlands
property. Thus, it appears unlikely at the
current time that property in the Grasslands
Water District would be converted to agricul
tural use even in the absence of this program.

Effects Could Be Greater in the
Future

Although the program's current overall ef
fect on habitat preservation appears to be
limited this effect could be substantially, .
greater in the longer term. For exa~p~e,If t~e
agricultural economy improvessuffiCIently:m
future years, certain Grasslands propertIes
may become more attractive for farming. To
the extent that this occurs, land owners would
have more of an incentive to convert their
wetlands properties to agricultural u~es. ~~
thermore, in coming decades CalifornIa s
population is expected tobecomeincreas~gly
concentrated in the Central Valley corndor
wheremost habitat land is located. Thus, there
may be a tendency in the long run for urban
development to encroach upon waterfowl
habitat, again increasing the potential for ~and
conversion due to higher land values. GIVen
this, the program's partial tax exemption may
havemore ofan effect on land-use decisions in
the future than at present.



Findings Regarding Tax Equity
Our analysis indicates that this program

results in certain inequities in the tax treat
ment of waterfowl habitat lands. Specifically:

• This program is available only to wet
lands within the Grasslands Water Dis
trict. There are comparable properties
elsewhere in Merced County and other
areas of the state which cannot receive
this special tax treatment, because they
do not have the contractual arrange-
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ments discussed earlier that are required
to qualify for the TEP.

• This programis not available to restricted
wetlands properties which are smaller
than 150 acres inarea. As of1987-88, there
were 39 clubs in Merced County which
were under the restrictive land-use con
tracts described above and were less than
150 acres in size. Because of their size,
these smaller duck clubs do not qualify
fortheTEP.

Summary and Recommendations
Ouranalysis ofthe tax expenditure program

for wildlife habitat indicates that the program:

• Results in very minor local revenue losses
and state costs at the present time;

• Benefits only a limited number of taxpay
ers in only one water district of the state;

• Does not apply uniformly to similar water
fowl habitat lands; and

• Probably has little effect on land-usedeci
sions at the current time.

In sum, providing this program does not
impose much of a fiscal burden on state and
local government. However, neither does it
appear to be an effective, equitable or efficient
tool for ensuring the preservation of wildlife
habitat lands.

What Are the Legislature's Policy
Options?

What steps, if any, should the Legislature
take regarding this program, given that it is in
the public interest to maintain waterfowl
habitat lands, especially in light of the threats
to such habitats posed by future land-use
trends?

Revising the Current Program Has
Limitations

One option is for theLegislature to eliminate
some of the program's inherent inequities,
such as by making it available to small-acre
age properties and lands outside of the Grass
lands Water District. The problem with this
option, however, is that the program does not
appear to be an efficient means ofachieving its
objectives, and expanding its use would sim
ply exacerbate this shortcoming.

A Direct-Expenditure Approach Is
Preferable

Given the above, we recommend that the
Legislature repeal this program and relyfully
on an existing direct-expenditure program for
preserving wetlands habitat in California.

In 1987, the California Waterfowl Habitat
Progra~(CWHP) was establishedbyChapter
633 to protect land for the conservation of
waterfowl. This program allows private duck
club owners to receive state payments in re
turn for enteringa 10-year renewable contract
to maintain existing habitat that benefits
migratory waterfowl. These payments are
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funded from the interest on funds in the Cali
fornia Waterfowl Habitat Preservation Ac
count(CWHPA), which was createdbyChap
ter 633. Chapter 633 appropriated $100,000
from the California Environmental License
Plate Fund in start-up funding for the pro
gram.

Because such payments can be directed
towards the waterfowl habitat areas that the
state thinks are most valuable and at the great
est risk of degradation, an approach like
CWHPappears to offera more efficient means
ofprovidingfor the preservation ofwaterfowl
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habitatlands than the current tax expenditure
program. Furthermore, this alternative ap
proach allows the Legislature more direct
control over desired funding levels for pre
serving waterfowl habitat areas, thereby en
suring that the proper amounts of public
funds are being expended to accomplish this
objective.

For these reasons, we recommend that the
Legislature use the CWHP in lieu of the exist
ing property tax exemption for preserving
waterfowl habitat lands. .:.



Part Two: Sales and Use Tax Exemption for Coins and Bullion

Review of the Sales and Use Tax

Exemption for Coins and Gold

or Silver Bullion

This tax expenditure program exempts gold or silver bullion having a market value
from sales and use taxation sales of coins and greater than $1,000.

Statutory Authorization and Legislative History

This program is authorized by Section 6355
of the California Revenue and Taxation Code.
The exemption was initially established on a
limited basis in 1973 by Chapter 1019. Under
that law, only coin sales by commodity bro
kers with a total face value greater than $1,000
were exempt. In 1977, the State Board of
Equalization (BOE) extended the exemption
to cover sales of foreign coins with a market
value greater than $1,000, based on a Califor
nia appellate court decision involving the
exemption's coverage (Alan Van Vliet Enter
prises, Inc. v. California State Board of Equaliza
tion). Following this, Chapter 849, Statutes of
1980, deleted the requirement that exempt

Description of Provisions
As noted above; this program exempts from

sales and use taxation coins and gold or silver
bullion, when the amount sold or purchased
has a market value of at least $1,000. The
reason for the $1,000 threshold is to limit the
exemption to "bulk" sales to investors, rather
than sales to hobbyists or curiosity buyers
whose behavior presumably would be rela-

sales be made by commodity dealers. Finally,
Chapter 1128, Statutes of 1985, further ex
tended the exemption to cover gold and silver
bullion, and changed the threshold for the
exemption to $1,000 of market value for all
coin and bullion sales. The provisions of
Chapter 1128 sunset on January I, 1991. The
sunsetdatewould have been eliminatedbySB
1630 (Campbell), which passed the Legisla
ture in 1988 but was vetoed by the Governor.

Chapter 1128 also requires the Legislative
Analyst to report to the Legislature by Janu
ary I, 1989 on this tax expenditure program,
a requirement which this review hasbeen pre
pared to satisfy.

tivelyunaffectedbythe added cost ofthe sales
tax.

Gold and silver bullion qualifying for this
program generally takes the physical form of
solid bars. The value of these bars depends
entirely on the current market value of gold or
silver.
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Regarding coins, these may be made of any
metal, provided that at some time they are, or
have been, used as a medium of exchange
under the laws ofCalifornia, the UnitedStates
or any foreign nation. American Arts gold
medallions (authorized by federal law) and
California Gold medallions (authorized by
state law) also qualify for the exemption.

The coin market itself consists of two dis
tinct segments:

• First, there are numismatic coins, which
are collectors' items. The value of a
numismatic coin depends primarily on
the scarcity of that type of coin, the qual
ity of the individual coin, and the desira
bility of the coin due to its aesthetic or
historical appeal. Little or none of the
coin's value may be due to the actual
metal in it.

• Second, there is monetized bullion, which
consists of coins whose value depends
almost entirely on the commodity value
of the metal in them. Several nations

Rationale for the Program
The followingfour principal rationales have

been put forward for this program:
• The amount of tax revenues foregone by

California due to the exemption is nil,
because coin and bullion purchasers can
easily avoid paying the sales tax by
making their purchases out of state and
have a strong incentive to do so.

• The exemption results in additional eco
nomic activity within California from ac
tivities related to coin and bullion sales
that would otherwise take place in other
states.

• The exemption protects consumers be
cause, in its absence, consumers would.
have an incentive to deal through un
known and potentially unreliable or un
scrupulous out-of-state businesses, in
stead of in-state businesses that can be
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currently issue these types of coins in
convenient weights for investors, the
most common being one-ounce gold
coins. Examples ofsuch coins include the
U.S. American Eagle, the Canadian
Maple Leaf and the Chinese Panda. Al
though these coins may have an actual
designated face value (for instance, $50
for the one-ounce American Eagle), their
bullion value is much higher. Generally,
monetized bullion coins sell for a small
premium over the commodity price of
the metal itself. For instance, on Octo
ber 17, 1988 the London gold price was
$413 per ounce, while the price for both
the American Eagle and CanadianMaple
Leafwas $428 -- a premium of3.6 percent
over the commodity price. The coins
command such a premium because they
are easier to buy and sell than bullion.

In some cases, such as rare gold coins, coins
may have both numismatic and bullion value.

dealt with in person and whose creden
tials may be easily verified.

• The imposition ofa sales tax on coins and
bullion is unfair, because no sales tax is
charged on competing investment ve
hicles, such as stocks, bonds and real
estate.

The Nil Revenue Loss Rationale
The crux of this argument is that it would be

easy and relatively inexpensive for Califor
nians to avoid paying sales tax on bullion and
coins if the exemption were repealed, mean
ing that imposing a sales tax on these transac
tions would generate very little revenue. For
example, the combined 6 percent basic state
local sales tax on three American Eagle coins,
valued at current market prices (around
$1,285), would be about $77. However, a Cali-
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fornia buyer could avoid this tax simply by
callinga dealer inanotherstate an? havmg ~he

coins delivered by registered mail. The ShIp
ping and handling charge for the delivery
normallywould be less than $5 per coi~..Thus,
on a three-coin purchase (the mmimum
number of coins that would have to be pur
chased in order for the sale to exceed the
$1 000 threshold needed for the exemption to
a~ply), the net savings from purchasing outof
state would be about $62. Likewise, a pur
chaser of 30 coins, whose value at current
market prices is $12,850, could realu:e a net
savings of $620. Given the ease of mail-or~er
buying, these savings would be a .stro~g m
centive to shift purchases out ofCalifornIa. As
a result, it is unlikely that the state would gain
much revenue from repealing the exemption.

Although purchasers of coins and bullion
technically wouldbe liable for the use tax if the
exemption were not available, as a practical
matter this tax is rarely collected from buyers
in out-of-state mail-order sales. The Legisla
ture enactedlegislation in 1987(Chapters 1144
and 1145) requiring mail order, telemarketing
and television shopping qusinesses which
target California to collect use tax on pur
chases sent to California. According to staffat
the'State Board of Equalization, however, this
legislation probably would not be very effec
tive in enforcing use tax collection on sales of
bullion and monetized bullion coins. This is
because out-of-state dealers can solicit Cali
fornia investors effectively through national
advertising as opposed to advertising which
is targeted at California purchasers.

Of course, the argument that the sales tax
provides an incentive to make out-of-state
purchases could be used to justify exempting
any item subject to the tax. The propo~entsof
this rationaleargue,however, thatbullIOnand
coins are a special case for the following rea
sons:

• The value of these items is high com
pared with shipping costs.

• Purchases in excess of $1,000 generally
are for investment purposes andphysical
possession is not crucial.

• Bullion and monetized bullion coins are
standardized commodities available
from reliable sources, so that inspection
by the purchaser is not essential.

In our view, these arguments havesubstan
tial validity in the case of bullion and monet
ized bullion coins. Large purchasers espe
cially would have a very strong economic
incentive to avoid the sales tax and would
haveseveralconvenient means available to do
so. Only those purchasers who are unin
formed, or who have a strong preference for
personal inspection and immediate posses
sion, would buy in-state and pay the sales tax.

The preceding arguments, ho~eve~,are !ess
persuasive in the case of numIsmatic COIns.
Although these coins may be purchased for
investment purposes, they are primarily col
lectibles. Thus, physical inspection and pos
session of these coins is more important to
their buyers than it is for bullion, because the
quality and specific characteristics of these
coins determine their value. Purchasers also
may experience substantial enjoyme~t fro~
their display. In this respect, numISmatic
coins are similar to such other types ofcollect
ible investments as rare stamps, jewels and
art, all of which are subject to the sales tax.

The Economic Stimulus Rationale
The argument here is that the sales tax ex

emption results in additional economicac?v
ity in California associated with the buymg
and selling of coins and bullion.

Based on our discussions with coin and
bullion dealers and available information on
sales volumes, the sales tax exemption does
appear to shift into California certain sales of
coins and bullion that otherwise would have
occurred in other states, and likewise to keep
certain sales within California that otherwise
might have shifted into other states. Given
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this, there appears to be some validity to the
economic stimulus rationale.

Consumer Protection
According to this rationale, removing the

exemption might make California investors
more vulnerable to out-of-state scam opera
tors who might capitalize on the possibilities
for tax avoidance as a selling point. Because
these operations would be located outside of
California, California investors would not be
in a convenient position to check out a firm's
reputation and ensure that they would in fact
receive their order, before parting with their
money.

This particular problem, though perhaps
real, does not justify the tax exemption. This is
because the expenditure of state funds to
protect persons who seekto avoidpaying state
taxes is counterproductive.

Comparable Treatment With Other
Investment Vehicles

This rationale contends that it would be
unfair to levy a sales tax on coins and bullion,
while transactions involving other types of

Evaluation of the Program
Evaluating the sales tax exemption for coins

and bullion requires addressing both the net
revenue effectand the tax equityofthe exemp
tion. The exemption's net revenue effect de
pends on (1) the amount ofdirect revenue that
the state would gain from eliminating the
exemption and (2) whether this gain would be
greater or less than the reduction in economic
activity and accompanying indirect revenue
loss that would result if economic activity
shifted out of California and into other states.
With regard to tax equity, the question is
whether the sales tax exemption for bullion
and coins is comparable with the taxation of
other financial investments and collectibles.
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investment vehicles, such as stocks and
bonds, are not subject to sales taxation. We
believethat there is considerable substance to
this argument when applied to bullion. Finan
cial investment vehicles like stocks and bonds
represent by far the largest share of the na
tion's financial investment assets, and thus
should be the items focused on when consid
ering the equity of this program. Clearly, tax
ing transactions involving items like bullion
puts these investments at a financial disad
vantage, since transactions involving their
most importantcompetingfinancial assets are
not subject to sales taxation.

On the other hand, the exemption for nu
mismatic coins is not consistent with the treat
ment of other collectibles under the sales and
use tax. It is indeed true that items like jewels,
rare stamps, artworks, vintage wines and
antiques are subject to sales taxation, even
though they often are purchased for invest
ment purposes. However, the purchasers of
these items more often than not also have
other motivations for buying them, including
display. In this sense, these items are not like
bullion.

Impact on State Revenues of
Eliminating the Exemption

Program. usage

Unfortunately, no comprehensive data are
available on the total value ofcoinand bullion
sales in California, the proportion of sales
within each of the three main market seg
ments (bullion, monetized bullion andnumis
matic coins) or the amount sold to California
residents. As aresult, it is not possible to provide
areliable quantitative estimateofwhat the revenue
gain would be from eliminating this exemption.
Some information is available, however, that
indicates the rough order of magnitude of the
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coin andbullion market, and thus some rough
concept of how much money might be in
volved under this program.

Information provided by the U.S. Mint and
the World Gold Council indicates that about
2.1 million ounces of newly minted or im
ported gold coins (primarily American Eagles
and Canadian Maple Leafs) were sold in the
U.S. in 1987. In addition, about 91,100 ounces
ofnewlymanufactured goldbullion were sold
in the U.S. in 1987, excluding large bars that
always remain in depositories. At current
prices, this represents sales of about $932
million nationwide. California's share of this
amount is unknown. However, if this share
was similar to the state's share of national
personal income (about 12 percent), the
amount would be $112 million. This total
represents only gold bullion and monetized
bullion coins, and thus is conservative. The
total coin and bullion market also would in
clude sales of silver and numismatic coins,
plus secondary market sales.

A surveyconducted on behalfof the Califor
nia Coin Dealers' Association indicated total
1987sales of $388 million for the 20 percent of
the association's 130 members who re
sponded. Only $1.3 million of these sales were
taxable according to the survey. The survey,
however, did not identify how much of these
sales were to other dealers for resale and
would not have been taxed even without the
exemption.

Given the above, it appears reasonable to
conclude that the coin and bullion market in
California involves several hundred million

dollars of annual transactions. Discussions
with California coin dealers indicate that bu1
lion and monetized bullion coins (versus
numismatic coins) account for most of their
sales, and that sales under $1,000 account for
only a minor portion of total sales.

Findings regarding revenues

Although a quantitative estimate of the net
revenue effect of this tax expenditure pro
gram is not possible, it appears likely that the
sales tax exemption for bullion and monetized
bullion coins results in little or no net revenue loss
to the state. This conclusion primarily reflects
purchasers' strongfinancial incentiveto avoid
the sales tax, and the relative ease with which
this can be done through the use of out-of
state dealers. Future changes in federal law,
however,could warrant a reevaluation of this
conclusion. Congress has considered legisla
tion to enablestates to collectsales tax onsome
interstate transactions. If such legislation is
enacted and permits effective collection of
sales taxes on interstatebullion sales, the reve
nue gain from eliminating the exemption
could be much greater. Even then, however,
investors could avoid taxation by buying and
storing their bullion in states that do not tax it.

With respect to numismatic coins, the argu
ment that there is little if any revenue loss is
much less convincing. The advantage of doing
business with a trusted local dealer who pro
vides expertadvice and where it is convenient
to inspect coins visually provides a strong
incentive to many collectors to make pur
chases locally.

Conclusions and Recommendations

Our analysis indicates that if the sales tax direct sales taxes on these items compared
exemption for bullion and monetized bullion with the reduction in economic activity that
coins were eliminated, most of these sales would occur. This conclusion is based on the
wou1d shift to out-of-state dealers, and the state's current inability to collect sales and use
state would therefore collect relatively little in taxes on most interstate coin and bullion
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transactions. The conclusion should be
reevaluated, however, if and when future
changes in federal law make the collection of
these taxes feasible.

In the case of numismatic coins, their nature
as collectibles provides considerably less jus
tification for their exemption under the cur
rent program. Exempting numismatic coins
clearly conflicts and is inconsistent with the
state's general policy ofapplying the sales tax
to other types of collectibles. In addition, a
smaller proportion of sales would be likely to
move out of state than would be the case with
bullion or monetized bullion coins, thereby
making it likely that eliminating the exemp
tion for numlsmaticcoins would result in a net
revenue gain to the state.

All of the commonly recognized monetized
bullion coins sell for premiums of lessthan 10
percent over their metal value (that is, their
cost is less than 110 percent of the value of the
bullion in them). Consequently, limiting the
exemption to coins selling for no more than
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110 percent of their current metal value effec
tively would eliminate the exemption for
numismatic coins since the value of numis
matic coins generally is much greater than the
value of the metal in them.

What Steps Should the Legislature
Take?

Given the above findings, we recommend
that the current program for exempting coins
and bullion from sales and use taxation be
modified to eliminate the sales tax exemption
for numismatic coins (which we believe
should be defined for tax purposes as coins
with a sales price greater than 110 percent of
the value of the bullion in them). In addition,
if federal legislation is enacted that enables
California to collect sales taxes on out-of
state purchases by Californians, we recom
mend that the Legislature at that time reex
amine the entire tax expenditure program for
coins and bullion. +


